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RISK BITES

Beware of an Insurer’s Reservation of Rights

By Finley T. Harckham

Insurance companies have no contractual entitlement to reserve their rights when presented with a coverage
claim. Nonetheless, the reservation of rights has become an accepted practice in order to shield the insurer
from liability resulting from the need to investigate a claim. Reservations of rights are frequently used
improperly, though, as a sword to pressure policyholders into accepting less than full coverage and to delay the
resolution of claims. They are also improperly used as a shield to protect the insurer from its bad faith claims
handling tactics. To limit the effectiveness of such misconduct, policyholders must be alert to the insurance
company's tactics, and prepared to respond quickly and forcefully. What the policyholder can do varies
depending upon the circumstances surrounding the reservation of rights. This article addresses some common
scenarios in which this problem arises.

Non-Payment on First Party Losses

In the context of a first party property or business income loss, where litigation defense is not at issue and
there is no adversary suing the policyholder who can dictate the pace of events, the insurer will likely employ
the most fundamental of coverage defeating tactics: the big stall. This game consists primarily of making
seemingly endless requests for information that are calculated to keep the supposed investigation of the claim
alive for as long as possible. For a while the policyholder likely will try to comply with the requests. Eventually,
however, this tactic will frustrate the policyholder to such an extent that it cries, "Enough! I won't give you any
more!” This rewards the claims handler with precisely the cover that he or she wants to be able to do nothing
further and then argue that the policyholder is to blame for the fact that the claim is two years old and has not
been paid. This crude but rather effective technique is often combined with the “disappearing claims handler”
gambit, in which the file is passed from one claims handler to another time and time again. Each time the file is
passed the new handler can delay the claim adjustment process by professing a need to get up to speed, and
can then retread the same ground as all of his or her predecessors, and perhaps even come up with new
requests for information or arguments against coverage.

Defeating the big stall and the disappearing claims handler gambit requires patience, perseverance and
attitude. Patience is needed because although the information requests may be unreasonable and satisfying
them would be a drain upon precious resources, the policyholder is obligated to cooperate with its insurer, and
if the claim ever ends up in court a judge may be sympathetic to the insurance company's argument that it
does not have to pay a claim simply on faith. So, it is best to comply with information requests unless to do so
would both be truly burdensome and clearly serve no valid purpose. If the insurer is looking for relevant
information in an unreasonable way, it is far better to provide what is requested in a manner that is less
burdensome than to refuse the request outright. Perseverance is needed because the most effective way to
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bring delaying tactics to an end is to document each and every development in the claims handling process,
and to present that written record to the claims handler in confirmatory — or accusatory — letters. Such a
letter writing campaign sends a message to the claims handler that a record is being made that can be used
against the insurer if necessary in later court proceedings. This will cause some claims handlers to moderate
their behavior, either out of concern that their improper tactics are being documented, or simply because they
do not want the headache of having to respond to numerous letters. Those who continue to behave improperly
put their insurance companies at risk of a bad faith judgment. Defeating insurance company stalling tactics
requires attitude because many policyholders fear that if they antagonize the insurance company, they will only
make a bad situation worse. When this kind of reasoning surfaces, consider what the policy of appeasement
did for Chamberlain.

No Coverage Decision on Liability Claims

Frequently, when presented with a request to defend the policyholder in a lawsuit, the insurer will appoint
counsel while reserving its rights to later deny coverage. This is, of course, an appropriate response when the
policyholder needs immediate representation and there is a reasonable basis for the insurer to believe that an
investigation of the facts surrounding the claim could give rise to coverage issues. However, often the insurer
will reserve its rights but never make a coverage determination before a case is resolved. Faced with this
situation, the policyholder might be inclined to do nothing, not wanting to “rock the boat” as long as the insurer
is paying the defense costs. That can be a big mistake.

If the insurer’s reservation is based upon the need to investigate, that should be accomplished quickly.
However, the insurer may deliberately never conclude its investigation so that it can hold the threat of a
coverage denial over the head of the policyholder, and use that as leverage to secure a discount off of its
payment obligation at the time the lawsuit is settled. To avoid that predicament, the policyholder should
aggressively seek a coverage determination and make a record of the insurer’s refusals. In this situation the
policyholder may also be able to put considerable pressure upon the insurer if a settlement with the underlying
plaintiff can be reached within the coverage limits. The insurer’s refusal to accept coverage and pay such a
settlement will, in some circumstances, subject it to the possibility of having to pay all of a subsequent
judgment even in excess of the policy limits.

If, on the other hand, the reservation is based upon the possibility that the proof at trial could bring the claim
within or outside coverage, a conflict of interest exists between the insurer and the policyholder. That conflict
creates an incentive for the insurer and the defense counsel it is paying to steer a case to an outcome that
supports a denial of coverage. For example, if negligent conduct is covered but willful misconduct is not, the
insurance company would benefit from a ruling that the policyholder committed an intentional wrong. Such a
conflict may entitle the policyholder to separate representation paid for by the insurance company. The
policyholder should explore this issue at the beginning of the insurance company’s involvement with the case
so it can get the assistance of its own counsel as early as possible.

Also, insurance companies often seek to reserve their right to recoup the attorneys fees they incur in defense
of the policyholder if it turns out the claim is not covered. Policyholders should be wary of agreeing to such a
reservation. While some policies specifically reserve this right, if it is not provided for contractually, some states
will not allow reimbursement absent a separate agreement of the parties. The insurance company has no right
to force such an agreement upon the policyholder, and any insistence upon it as a condition of accepting the
defense obligation may constitute bad faith.

Conclusion
There is an old joke about a pig wrestling in the mud with a claims adjuster and realizing that the adjuster likes
it. Few policyholders relish the thought of wrestling in the mud with a claims handler, but that is what they

must be prepared to do in order to get a fair recovery on their insurance claims. Unfortunately, a reservation of
rights letter might just be the bell for the first round. E
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